63.  The only hypothesis regarding the firm price-setting relationships supported by the
static market evidence of price-cost margins and HHISs is that of tacit collusion. According to the
theory of tacit collusion, the levels of HHI and price-cost margins in one market have no direct
association with the levels in another market. A relatively high HHI market concentration could
be associated with relatively low price-cost margins, with the converse holding as well. The
IMTS and IWATS margins are also similar in magnitude to the simple monopoly price-cost
margins shown in Table Three, but exceed the non-cooperative, Cournot price-cost margins
shown in Table Four. Although the price-cost margins in Tables Three and Four are illustrative in
nature, they do provide order-of-magnitude estimates of expected margins resulting from tacit
collusion and Cournot behavior.

64. The IMTS and IWATS margins in the eight country-pair markets also generally
exceed those found in United States domestic markets for long-distance MTS and WATS
services.’* Domestic MTS margins for AT&T, MCI, and Sprint were approximately 0.7 in 1994,
but most of the IMTS margins exceeded 0.7 by 19943° The IMTS and IWATS margins also
exceed levels found in highly concentrated manufacturing industries in the United States. In a
sample of 284 U.S. industries examined for 1981, the average price-cost margin was 0.275, or
less than half the value found for most of the standard IMTS markets.>® In addition, for the
group of industries in this sample of 284 having the highest market concentration (the top four
firms accounting for at least 81 percent of sales), the average price-cost margin was 0.33 or still

less than half the value for most of the international markets.

34 See MacAvoy, P. (1995), Tacit Collusion Under Regulation in the Pricing of Interstate Long-
Distance Telephone Services, 4 JOURNAL OF ECONOMICS AND MANAGEMENT STRATEGY 147.

** The exceptions to this finding are Mexico, Italy (for AT&T and MCI), and the Dominican
Republic.

3 Domowitz, 1, Hubbard, R., and Petersen, B. (1986), Business Cycles and the Relationship
Between Concentration and Price-Cost Margins, 17 RAND JOURNAL OF ECONOMICS 1-17.
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65.  Insum, evidence on the static behavior of HHIs and price-cost margins rejects the
Cournot and Bertrand hypotheses, but supports the predictions of the tacit collusion hypothesis.
Thus, the tacit collusion hypothesis best explains the observed price-cost margins and HHIs

across country-pairs at a point in time.
V. FINAL COMMENT ON PRIMARY CONCLUSIONS

66.  The benefits to United States consumers from encouraging facilities-based entry by
foreign carriers depends on the competitiveness of United States international telecommunications
markets. By examining trends in United States carriers’ price-cost margins and market
concentration, I conclude that carriers set prices as if in tacit collusion. The evidence allows no
other conclusion because other hypotheses of firm price-setting behavior would result in entirely
different dynamic and static patterns of price-cost margins. Since the markets are not
competitive, facilities-based entry by foreign carriers should be encouraged in an attempt to
increase the competitiveness of United States international telecommunications markets.

67.  As explained in section I, entry by new firms into markets in which price exceeds
the competitive level generally has the effect of lowering price as firms compete for customers.
This is particularly true if incumbent firms set prices in a tacitly collusive manner. Consumers
would benefit as prices are driven down from monopoly levels set by tacitly colluding firms. This
would increase consumer surplus, as the difference between what individuals were willing to pay
for a service and what they actually pay would increase. Finally, deadweight welfare losses
resulting from monopolistic prices that prevented some customers from purchasing services

would decrease as a consequence of competitive entry by new firms.
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68.  The Commission should consider the deleterious effects the proposed rule would
have on United States consumers. International telecommunications markets are not competitive.
United States consumers pay rates significantly above the competitive level as a result of tacitly
collusive behavior on the part of incumbent, facilities-based carriers. An alternative policy that
would allow facilities-based entry by foreign-affiliated carriers regardless of the presence of
reciprocal entry conditions in foreign carriers’ markets has the potential to increase price

competition which would benefit United States consumers.

Dated: May 11, 1995
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APPENDIX TWO

MARKET SHARES IN SELECTED COUNTRY PAIRS

TABLE ONE
MARKET SHARES OF FACILITIES-BASED CARRIERS
OFFERING TELECOMMUNICATIONS SERVICES FROM THE UNITED STATES TO CANADA

Year AT&T MCI Sprint Other

1991 67.8 19.9 11.8 0.4

1992 60.3 22.7 16.5 0.5

1993 57.2 24.6 15.1 3.1
TABLE Two

MARKET SHARES OF FACILITIES-BASED CARRIERS
OFFERING TELECOMMUNICATIONS SERVICES FROM THE UNITED STATES TO MEXICO

Year AT&T MCI Sprint Other
1991 78.5 12.7 8.7 0.1
1992 74.2 17.0 8.6 0.1
1993 68.6 22.0 9.0 0.3




TABLE THREE
MARKET SHARES OF FACILITIES-BASED CARRIERS
OFFERING TELECOMMUNICATIONS SERVICES FROM THE UNITED STATES TO THE UNITED KINGDOM

Year AT&T MCI Sprint Other
1985 95.1 3.6 1.4 -
1986 87.5 9.1 3.4 -
1987 84.5 9.9 5.1 0.5
1988 81.3 11.8 5.8 1.0
1989 76.5 14.8 7.2 1.5
1990 73.2 17.0 9.0 0.8
1991 70.3 19.8 9.1 0.7
1992 68.7 20.8 9.5 1.0
1993 66.1 21.6 10.9 1.4




TABLE FOUR
MARKET SHARES OF FACILITIES-BASED CARRIERS
OFFERING TELECOMMUNICATIONS SERVICES FROM THE UNITED STATES TO GERMANY

Year AT&T MCI Sprint Other
1985 100.0 0.0 0.0 -
1986 100.0 0.0 0.0 -
1987 100.0 0.0 0.0 0.0
1988 923 5.0 2.6 0.3
1989 84.6 9.8 5.6 0.0
1990 81.3 12.5 6.2 0.0
1991 80.8 132 5.9 0.0
1992 76.6 16.5 6.6 0.3
1993 72.2 19.1 8.5 0.2




TABLE FIVE
MARKET SHARES OF FACILITIES-BASED CARRIERS
OFFERING TELECOMMUNICATIONS SERVICES FROM THE UNITED STATES TO JAPAN

Year AT&T MCI Sprint Other
1985 100.0 0.0 0.0 -
1986 97.7 1.5 0.8 -
1987 88.8 6.2 5.0 0.0
1988 83.6 9.7 6.7 0.0
1989 78.5 124 9.1 0.0
1990 73.0 17.4 9.6 0.1
1991 71.5 19.9 8.4 0.3
1992 67.5 23.2 8.6 0.8
1993 59.9 259 11.2 34




TABLE SixX
MARKET SHARES OF FACILITIES-BASED CARRIERS
- OFFERING TELECOMMUNICATIONS SERVICES FROM THE UNITED STATES TO FRANCE

Year AT&T MCI Sprint Other
1985 100.0 0.0 0.0 -
1986 93.9 6.1 0.0 -
1987 82.1 10.8 0.9 6.2
1988 79.9 13.7 5.2 0.0
1989 76.2 14.7 6.6 2.4
1990 72.0 17.6 7.8 2.6
1991 70.6 19.0 8.6 1.8
1992 68.4 21.1 8.8 1.7
1993 65.3 22.5 10.0 2.1




TABLE SEVEN
MARKET SHARES OF FACILITIES-BASED CARRIERS
OFFERING TELECOMMUNICATIONS SERVICES FROM THE UNITED STATES TO THE DOMINICAN

REPUBLIC
Year AT&T MCI Sprint Other
| 1985 100.0 0.0 0.0 -
1986 97.3 0.0 2.7 -
1987 96.5 0.0 3.5 0.0
1988 98.6 0.0 1.4 0.0
1989 89.9 7.6 2.5 0.0
1990 84.3 114 4.2 0.0
1991 82.9 11.4 5.7 0.0
1992 80.3 13.1 4.6 2.0
1993 69.0 18.5 6.9 5.6




TABLE EIGHT
MARKET SHARES OF FACILITIES-BASED CARRIERS
OFFERING TELECOMMUNICATIONS SERVICES FROM THE UNITED STATES TO ITALY

Year AT&T MCI Sprint Other
1985 100.0 0.0 0.0 -
1986 98.3 1.7 0.0 -
1987 91.0 6.2 2.8 0.0
1988 86.8 9.3 3.8 0.0
1989 83.2 11.5 5.3 0.0
1990 79.2 14.6 6.3 0.0
1991 78.1 16.2 5.7 0.0
1992 74.5 19.3 6.2 0.0
1993 70.9 21.9 7.0 0.2




FROM THE UNITED STATES TO SELECTED COUNTRIES

TABLE NINE
CARRIERS QFFERING FACILITIES-BASED SERVICE

Long Distance Carrier Canada Mexico UK Germany Japan France Dom. Rep. Italy
Alascom X X X X X X X X
AT&T X X X X X X X X
Cable and Wireless Comm. X

Fonorola Corp. X

GTE X X X X X X X X
IT&E Overseas X X X X X X X X
MCI X X X X X X X X
Sprint X X X X X X X X
St. Thomas & San Juan Telephone X

TLD X X X

TRT/FTC Communications X X X X X X

World Communications X X X

Source: Federal Communications Commission, 1992 Section 43.61 International Telecommunications Data, December 1993.
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